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F.. Rate Case Expense Amorttzatton 

1. Positions of the Parties 

The only contested issue involving rate case expense oonoerns the amortization 
period fpr the Kankakee Division. tt is well established that ratecase expenses ~should 
beamorthed”overtheperiadaftimethatthesubjedtaritrsarereasonaMyantidpated 
to be in effect.” Illinois Bell Telephone Comoany, Docket 89-0033, Order at 78 (NOV. 9, 
1939). Consistent with this principle, CIWC proposed to amorVze rate ease expense 
for the Kenkakee Division over three years. In support of this proposal, Mr. Maurer 
testifii that under the Cornper+ Business Plan for ‘.lgSS4UOO, theKankakee 
Division’s~ratecaseisexpectedtobefiledintheyearl999,~therewltthatthe 
rates estabtished for thet Distort in this cese would have a twcbyew life. CIWC 
assertsthatathree-yearemortiiionperiodisaconservaUve estlmetsofttKJperiodof 
time ~that the Kafhkw Division rates eStSbliShed in thii r+ arci reasonably 
an&ipatedtobeineffeot. 

Mr. Fullington proposed a four-year amortization period for the Kankakee 
Diislon, based on the average period of time between the four rate filings made since 
1985. In support of this approach, Staff indicated that it is attempttt to match the 
amortizattt pertod of rate case expense more closely to the Company’s actual 
experience. tn m, CIWC esserted that the ttmtt of rtret$&%f@H&ee Division 
rate case filing will not be based on the average time ,between past rate cese filings 
going b&k twelve years. Rather, ae Mr. Fullington tiniir’rlr’d the 
next rate case will be dependent on future changes in operating expenses, revenues, 
rate base end capital costs. As previousty discussed, the next t&kekee Division rate 
case is expected to be filed in 1999. Mr. lwaurer test&d that there is no reasonable 
basis to expect that the rates approved in this case will be in effeot for fbur years. 

The Company also contended that Staft’s proposal in this o&e is oontrary to the 
approach proposed by the Staff (and adopted by the Commission) in the last rate case 
for the Kankakee Division, Dockets 95-0307/95-CD42. The Company contends, if the 
approach pmposed by Staff in the those dockets were used to select an amortization 
period for the Kankakee Division in this case, the proper period would be two years. 
The Company submiis that it is inappropriate for the Staff, in eaoh cese, to pick and 
choose among diierent methodologies based on diierent sets of historical data in 
order to produce a desired result. CIWC asserts that, in contrast to Staff, it has been 
consistent in its approach. 

Mr. Fullington suggested that CIWC would not be harmed by the adoption of an 
amortization period whtch is too long because the Company will have the “opportunity 
to collect any unamortized rate case expense from this rate case in the next rate 
proceeding.” CIWC agrees that, if a four-year amortization period is adopted, full 
recovery of rate case cost should be allowed in future rate cases. The Company. 
however, indicates that there are two reasons why Mr. Fullington is incorrect In 
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suggesting that CIWC and its customers would not be harmed if a four-year 
amortization period is adopted. 

First, Mr. Maurer testified that, as a matter of ratemaking policy, it is appropriate 
to match, as closely as possible, the level of rate casa expansa to the ,tife of the rates 
established. If this is done, it would be unnecessary to carry rata case costs from one 
casetothenaxt Second,bdththaCwnpanyandStsMhavepropwad*this 
proceeding to exclude unamortized rate case expense fmm rata base in aax%dance 
with recent Commission practice. According to CIWC. therefore, an unduly long 
amortization period would harm the Company because IX) raturn is prdvkled on its 
investment in the unamortized balance of rate case e 

2. 

Based on the evidence, the Commission finds that ClwcSpmposal to amortize 
theKankakeeDivision’srateceseexpense0verti*ee~isreslawrabloandshould 
be approved. The appropriate standard for establishing an amortization period is the 
time interval that the rates to be determined in this case ara expected to be in effect. 
Illinois Bell. Docket 894033, Order at 78. Under the Company’s Business Ptan for the 
1998-2tXXl period, the Kankakee Division’s next rate case is expected to be ftted in the 
year 1999. The three-year amortization period proposed by the Company is, therefore, 
a conservative estimate of the period of time that the Kankakaa Division rates approved 
in this case are expected to be tn effect. Moraover, t&he Kankaked~ion’s test rate 
filing, CIWC proposed a three-year amort 1998 
Business Plan, whit tndtwted that arate @!9 
Ddckats 95-0307/95-0342, Order at 20). The currant proca&t was filed twd years 
after the filing of those dbckets. Accordingly, CIWCs actual axpartenca atso supports 
its currant approach and the cdndusion that three years is a raasonsble and 
conservative estimate of the life of the rates to ba approved in this Case. Staff cites no 
evidence which indicates that there is a reasonable basts to ex~act that the rates 
approved in this case will be in effbct for four years. 

The Commission disagrees with Staffs contention that the Company and its 
ratepayers will not be harmed by the adoption of an amortization period which is too 
long. As previously discussed, the Commission finds no reasonable basis to expect 
that the rates approved in this case will be in effect for a period of tima longer than 
three years. Adoption of Staffs proposed four-year amortization period would increase 
the possibility that the rates approved in the Kankakee Division’s next rate case will 
have to be adjusted to reflect recovery of expenses from two past cases 
(Dockets 95-CBO7/95-tI342 and this case), in addition to the expanses assodated with 
the next case. The evidence also shows that an unduly long amottiiation period, such 
as that proposed by Staff, will harm the Company because. it has no opportunity to 
recover the carrying costs associated with its investment in the unamortized balance of 
rate case expense. 
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0. Depreciatton Expense 

The Company and Staff agree on the pro fonng test year levels of depreciation 
expense for the Kankakee, University Park-Water and Woodhaven-Sewer Divisions. 
The differences between their proposed levels of depreciation expense for the 
Vermilion County and Oak Run Divisions are attributable solely to the differences 
between their p0siti0ns with respect to adjustments for plant eddttkms in th0se two 
Divisions. As discussed previously in this Order, the Comnissian finds that the 
Company’s pmposed adjustments for plant additions ghould be epfx0ved in full. 
Arxordingly, we find that the Company’s propcwed levels 0f the depredetl0n expense 
also should be approved. 

Mr.SmithproposedenadjustmenttOreduceprof~depredatione~in 
the Vermilii County Division by $17,142, based 0r1 his p0~itl011 that ths cost of a main 
extension (the “Alcoa Extedi”), whii is being an&n&ed by the City should be 
clawl8er.l as a CantrikRiorrln-Aidof Constnrction (CtAC”), rather then- B Cu&mer 
Advance. At the hearing held on Februery 4,lgg8, he testifM that Denvilte proposes 
to retain oumership of the Alcoa Extension and lease it to CIWC. The Cii argued in its 
Initial Brief that thii “strrangement would also not result in any need for the Company to 
refund conskuctkxr costs to the City, and would eliminate the need to charge 
ratepayers for depreciation.” 

CIWC objected to Danville’s proposed adjustment pointing an’ that the City and 
the Company have not egreed on the terms of a lease agreement ctwc else noted 
thatttlepurposeofthemainietoenableit~toextend~-~~ ~” To do 
so, the Company must ccnnply with the terms of the C0mmisskrn’s rule governing main 
extensicns. which pr0Mes that %nless other terms end condtt are formally 
approved by the Commission,” ClWC is required to make refunds t0 Danvtlte in a total 
amount up to the cost of the extension over ten years. 83 Ill. A&I. Code 600.230. 
Mr. Cummings and Mr. Griffy argued that. unless end unttl such approval is obtained, 
the Alcoa Main Extenston should continue to be treated as a Customer Advance, and 
depreciation on the extension should be allowed for ratemaking purposes. 

Based on the evidence, the Commission concurs with the Company and Staff 
that the Alcoa Main Extension should be treated as a Customer Advance. Unless and 
until the parties agree to an arrangement which varies from the requirements of 83 Ill. 
Adm. Code 600.370, and obtain our approval for such variance, ClWC will be required 
to make refunds to Danville in accordance with the requirements of main extension 
deposit rule. Them is no dispute that depreciation expense should be allowed on the 
property which is treated as a Customer Advance. Similarly, capitalized incentive 
compensation is depreciable. 
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H. Labor Expense 

1. Position of the Company and Staff 

The Company made pro fomq adjustments to test-year labor and labor-related 
expense to reflect (i) known and measurable changes in wages and salaries through 
June&l, 1998 and (ii) the addition of three new employees tn the Vermilion County 
Division and two new employees in the Kankakee Division. During the course of the 
proceeding, CIWC revised these adjustments to reflect actual union wage increases 
and the aotual salaries of the new employees. It also adjusted its proposed levels of 
labor and labor-related expense to reflect the actual salaries of a new accounting 
employee who replaced a Rate Analyst in the Vermilion County Dttston and a new 
Division Manager in the Kenkakee Division. The operating income statements shown 
in CIWC Exhibits 8LF through 12LF reflect the Company’s proposed levels of labor and 
labor-related expense, as adjusted in the manner described above. At the hearing held 
on Februery 5,199S, and in its Late-Filed Exhibits, Steff i@oated its Ml eooeptance of 
CIWc’s proposed adjustments and the resulting levels of labor and labor-related 
expense. 

2. Danville’s Arguments and the Company’s Responaa 

a. Wage and Salary Increaaaa I~ 

In its Initial Brief, Danville proposed that proforma labor expense for the 
Vermilion County Oivision bareducedby $13,339 to re&ect a *MhaF .4.07%, 
increase in wage and salary levels from 1996 to 1997. In support of thii proposal. the 
City argued that the ‘pmjecte# 1997 increase is not “prudent and reasonable”. 

In response, the Company asserts that Danville is under the mistaken 
impression that the “4.07% increase for the year 1997 for union and nonunion 
employees” was a “projected increase.” CIWC indicates that in developing its E 
fm labor expense ~adjustment, it used the actual 1997 wage and salary level as a 
base for all employees. For the Vermilion County Division, the aotual 1997 wage and 
salary level of $932,501 reflected an actual average increase of 4.07% over the 1996 
level. 

The Company also takes issue with Danville’s suggestion that the pro forma 
levels of wage and salary expense proposed by CIWC are not “prudent and 
reasonable,“. pointing out that no witness (including Mr. Smith) questioned the 
prudence of either the 1997 or the 1998 wage and salary increases. To the contrary. 
Mr. Knepler testified that Staff “examine[d] the tevel of wages and salaries for 
employees both union, non-union and officers and so forth to determine whether those 
levels of salaries were just and reasonable.” (Tr. 521). As previously discussed, Staff 
has accepted the Company’s pro forma levels of labor expense. 
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b. New Employee Positions 

The pro forma IeVel of labor expense fOr the Vermilion County Division, as 
proposed by the Company and Staff, reflects the actual salaries of employees hired to 
fill three new positions in that division. Mr. Smith initially proposed that the tabor end 
labor-related expense associated with the three new employees be disellowad because 
thepositionswereunfilledatthetimeheprepNedhisdirect&&imony.’ Denville 
acknowledged thet the evidence shows that the three positions are now filled. The City 
however, continues to argue that the expense should be disallowed based on 
speculation that three acoounting positions (which are dterent then the three new 
positions) “mey be eliminated by the end of thii year.” .ln support of its position, 
Danville notes thet CNVC plans to enter into an agreemenz subject to the 
Commission’s approval, with en affiliated Service Company which is expected to 
perform certain acooun9ng and other functions for the Company. 

Inresponaeto~lle’sargwnent,~Compeny~wtthataprincipal 
purposeofthepkmedServiceCompanyfonne9ontstoeddressyear2000 
compliance in order to establish a common operating environment for the Company’s 
information systems. CIWC indicates that it presently anticipates that the Service 
Companywouldbegintoperfonnworkforitnoearlierthanlate1998orearly1999. At 
that time, Mr. Cummings explained, the Company will incur costs for ~computer 
hardware and softwere. The up-front costs associated with these ttems are expected to 
be significant. He testified that no change in the number of accaKlting positions is r’ 
expected prior to the time that Service Company opeert&~a >k@ 
in the fotnth quarter of 1998 or‘l999. The Cdmpariy 
with the Adjustment Rute, CIWC did not make adjustme& for any &reases or 
decreases in eqenses andlor rate base which will O#XA efter June 30,199S. 

3. Commission Conclusion 

The evidence fully supports the levels of labor and labor-related expenses for all 
Divisions proposed by the Company and Staff in their late-filed exhibits. Danville’s 
.adjustment to refkt a 3%, rather than a 4.07%, increase in wage and salary levels 
from 1999 to 1997 in the Vermilion County Division is unsupported by the evidence 
The pro forma level of wage and salary expense proposed by the Company and Staff 
for all Divisions (including Vermilion County) was calculated by adjusting the actual 
1997 wage and salary levels by 3% to reflect the annualized effect of increases for 
1999. Mr. Smith did not object to this calculation and there is no evidence to support 
Denville’s suggestion that the pro forma levels of wage and salary expense levels 
proposed by the Company and Staff are unreasonable or imprudent. The evidence 
supports the conclusion that those levels are prudent. 

The Commission also concludes that there is no basis for Danville’s prOpOSal to 
disallow the labor and labor-related expenses associated with three new Vermilion 
County Division employees. The evidence shows that those employees actually have 

0 
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been hired. The Commission rejects Danville’s argument that an adjustment should be 
made to reflect the possibility that one of more accounting positions might be 
eliminated in late 1998 or early 1999 as a result of the formation of a Service Company. 
Any adjustments for increases and/or decreases in costs related to the establishment of 
a Service Company (including costs related to new computer hardware and software, 
antior accounting positions) are far beyond the June 30, 1999 cutoff date for 
adjustments in this rate case. Danville’s adjustment is ona-sided baoause it ignores the 
fact that no adjustments for increases in rate base and expenses (inoludii costs 
associated with formation and operation of the Service Company) which will occur after 
June 30.1998, have besn made in this case. 

1. Total Quality Management Expense 

1. Positions of the Parties 

The test-year levels of operating expenses proposed by the Company and Staff 
for each .Division include costs incurred in connection with CIWc’s Total Quality 
Management (‘TQM”) program. Mr. Cummings testified that the TQM program is an 
ongoing training program in which employees are instructed with regard to 
(i) processes to increase efficiency and (ii) improve customer service techniques. Mr. 
Smith proposed to disallow that portion of the test-year TQM expenses attributable to 
the Vermilion County Division ($10.358). on the grounds that ,$e Company has not ... 
identified any specific cost savings produced by the program. Danville also argues that 
the TQM costs ate an attempt to t$n&le-pill the 
management that is already utilized, and for which the 

I 
In response, Mr. Cummings explained that the purpose of the TQM program is 

not solely to produce cost savings. Instead, the TQM program encompasses a variety 
of initiatives for training employees to redesign processes and develop techniques to 
improve operations and promote efficiency. CIWC maintains that training programs 
such as TQM are a normal and essential element of utility operations. He testified that 
it is not feasible to conduct a formal cost/benefit study for such training programs. The 
Company, therefore, asserts that its alleged failure to identity actual test year cost 
savings directly attributable to the TQM program is not an appropriate basis for 
disallowing TQM expense in this case. CIWC also replied that at the time of a rate 
case, all savings resulting from training efforts such as TQM are passed on to ‘, 
ratepayers. 

CIWC replies that Mr. Smiths double-billing argument is illogical and 
unsupported by the record. The TQM program, which was initiated in 1993, formalized 
and enhanced the training programs which the Company had conducted in years Prior 
to 1993. CIWC asserts that there is no evidence to support Danville’s suggestion that 
TQM costs are “extra” costs which improperly duplicate other training expenses 
incurred during the test year. 
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2. Commission Conclusion 

vi. RATE OF RETURN 

A capitalstluctureandcostofseniorcapitai .~.:, * 

The only issue in this proceeding with regard to the capital stmctum and/or cost 
rates for senior (debt and/or preferred stock) capital relates to the appropriate amount 
of common equity capital. 

1. P0siti0n ofthe Ccampally . . 

3 J-i.@ compeny notes that, - w ,‘w ?&pk yea capital 
stfucture (along with the rate base and income statement) &3~usted to reflect 
changesreasonablycertaintooccwwithinhveive~afthedateonwhichthe 
proposed rates were 8ied. Accordingly, CIWC proposed that the capital structure as 0f 
December 31, 1996 be adjusted to reftect the: (i) issuance of $4 mitlii of new 
common equity capital approved in Docket98OO32; and (ii)additNn of retained 
earnings in the amount of $g9g,OOO for the period from January 1, 1997 through 
June 30, 1998. in addition, the Company accepted an adjustment proposed by 
Mr. Pregozen to adjust short-term debt to the level of 8888,488 on a pro forma basis. 
Reflecting these adjustments, the common equity balance as of December 31, 1998 is 
$37,219,883. This balance includes the adjusted balance of retained earnings 
(appropriated and unappropriated) in the amount of $11.880,382. 

2. Staff Position 

Based on the evidence, the Commission’c0mckks that Damrille’s pmposai to 
disallow the Vermilion County Division’s test-year level of TQM expense shoukt be 
rejected. TheTQMpmgramisanongoingtrainingprograminwhich~are 
instructed with regard to (i) processes to increase effiency and (ii) impr0ve customer 
service techniques. We agree that training programs such as TQM at%t &knmal and 
essential element 0f utility operabans. Thecostsofsuchpmgramsareproperly 
reflected in rates. We also rmte that Staff does not profxrse to disallow TQM expense 
in this case. The City cites no evidence (and none exists) to indicate that the amount of 
TQM training expense ($10,388) incurred by the Vermilion County Division in 1996 was 
in any way unreasonable 0r imprudent 

Mr. Pregozen accepted the adjustment to reflect $4 million of new common 
equity capital. but proposed exclusion of any retained earnings increment for the period 
from January 1, 1997 through June 30, 1998. Because the Company Business Plan 
did not include a ‘comprehensive analysis of cash flows* for the first six months 0f 
1998, he opined that CIWC had not supported its position that no other capital (i.e.. . 
capital other than retained earnings and the $4 million of new common equity) would be 
issued. He also suggests that the “proposal to adjust the capital structure for changes l 
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to retained earnings implicitly assumes that retained earnings will be CiWC’s only 
source of new capital from December 31, 1996 to June 30, 1998.’ He asserted that, 
“[wlithout a comprehensive analysis of cash flows [for the first six months of 19981, that 
assumption has no support.’ Moreover, the Company presented no forecasted short- 
term monthly balances beyond December 31, 1997. (Tr. 399). 

3. company Response 

The Company points out that the income statement and rate base in this 
proceeding are adjusted to reflect changes reasonably certain to occur prior to 
June 30,1998. and maintains that it also is appropriate to retkct such changes to the 
capital struUu~~ Mr. Maurer notes that the retained earnings which Mr. P.regozen 
proposes to disregard actually provide funds to finance a portion of the cost of the plant 
additions for the period through June 30. 1998. which are included in rate base in this 
case. 

For the 11 months ended November 30, 1997, the actual level of earnings 
retained was $558,843 (net income of $2.641543 less common dividends of 
$2,085,000). This increase brought the balance of retained earnings (appropriated and 
unappropriated) from $10.581,352 to $11,137,995, which was within 1.88% of the 
Company’s estimate of retained earnings for this period. For the 12 months ended 
December 31, 1997, the level of additional retained earnings further increased by 
$888,228, bringing total retained earnings (appropriated an&u&$&$&d) to 
$11.148,580. CIWC asserts that this evidence confirms the reasonableness of its 
estimate that retained earnings in the amount of $999,080 will tj&&#$d &?hg the 18 
months ended June 30,lesS. 

According to the Company, the fact that the Business Pfan dii not include a 
detailed analysis of cash flows for the first six months of 1998 does not mean that it did 
not support the retained earnings forecast. Mr. Maumr indicated that it . provided 
detailed support for the estimated common balance through June 30,1998 in response 
to Staff data requests. CIWC also points out that Staff is incorrect in asserting that the 
Company assumed that no capital other than retained earnings would be issued prior 
to June 30, 1998. As noted above, CIWC reflected adjustments for (i) new,commOn 
equity capital in the amount of $4,000,000; and (ii) a short-term debt balance as of 
June 30, 1998 of $888,498. it is correct that no other source of new capital (other than 
retained earnings) is reflected. As Mr. Maurer confirmed, however, this assumption 1s 
appropriate because, . . . no other new capital will be issued before June. 1998 ” 
Thus, the Company asserts that the assumption is fully supported by the ‘evidence 
presented in this case. 

: 

4. Exceptions and Commission Conciwions 

Staff and CIWC agree that the appropriate balances short-term debt and 
common equity are $688,458 and $33173.871, respectively. 
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B. Cost of Common Equity 

1. Recommendation of CIWC Witness Dr. Phillips 

To estimate the cost of common equity, Dr. Phillips utilized the Discounted Cash 
Flow (“DCF”) modal, risk premium method and Capital Asset Pricing Model (“CAPM’) 
methodologies. He used two variants of the DCF approach: (i)a ‘Iradii DCF 
eel; and (ii) fr “modiie@’ DCF analysis. Since the stook of CWVC is not publicly 
Wed, he pe&rmed hii DCF analyses for a proxy group of eight oompaniti, ail of 
which are either operating water utilities or companies which own the common stock of 
suoh utilities. Each proxy company meets two criteria (a) a atook rating of B+ or 
better; and (b) at least 85% of its annual revenues derived t?om water sales. 

Dr. Phillips used the quarterly version of both the badithai and modiied DCF 
models. In connection with the traditional DCF approach, he oaioulated DCF results 
using both the average high-low market prices for the two months ended April 30,1997; 
and on a spot date, May 9, 1997. Average prices for the Wo-moMh ’ 
coryiidered to eliminate short-run of abnormal &2uatii. He utilii as 
rates from the instiionai Brokers Estimate System (‘IBES) and Zaoks investment 
R- V=W. 

“lx@ *~ .,,&;.;a&& ~- ~.@ ,I,,.~ j~l t, I a. 
_, 

m~‘::~ i.‘. I 

Dr. Phillips adjusted the dividend yield component of the DCF analysis to reflec! 
flotation costs incurred by the sample companies. All of his sample water companies 
(both operating and hokiing companies) have issued oommon stock in the past. have 
incurred expenses, and must recover those expenses over time. He noted that flotation 
costs are a oomponent of the cost of equity for the proxy carnpanies, and this 
component must be considered in estimating the cost of oommon equity by reference to 
data for a proxy group. He adjusted the dividend yield component in his DCF analysis 
to reflect a 5% minimum flotatiin cost adjustment based upon a study of costs incurred 
for common equity issuance’s by the proxy companies over the past eleven years. For 
the proxy utilities, the common equity cost range developed by use of the traditional 
DCF approach was 9.35% to 9.66%. 

Dr. Phillips explained that results of the modified DCF analysis were considered 
because, at present, the market price of the stocks of utilities in the comparable sample 
is substantially in excess of book value. The stock price utilized in the traditional DCF 
formula is the market price of a sample company’s stock. Thus, the traditional DCF 
analysis provides a marketderived estimate of the cost of common equity. His concern 
is not with regard to the theoretical basis for the traditional DCF methodology. As he 
explained, the problem is that, in rate proceedings, the market-derived DCF result 1s 
applied, not to the market value of common equity used in the traditional DCF formula. c 
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but to the book value of wmmon equity capital supporting the original cost rate base. 
When the market price of stocks used to develop a traditional DCF cost estimate is 
above book value, application of an unadjusted DCF result to the amount of book 
wmmon equity which supports rate base will not produce sufficient revenue to wver 
the market cost of common equity capital as determined by the DCF approach. 

In light of the problem with use of the traditional DCF approach under present 
market conditions, Dr. Phillips considered the results of the modiied DCF methodofogy 
in which the book value of stock is substituted for the market price in the dividend yield 
component. AN of the other inputs are the same as those used in the tradiional DCF 
methodology. He indicated that tha results of the DCF approach must be modified in 
themannerheproposediftheallowedcommonequityrateofretumistorefled~e 
market cost of common equity capital. The modified DCF wmmon equity cost for the 
proxy water utilities is 12.94%. Taking into account the results of the traditional and 
modified DCF models, he testified that his DCF cost of equity estimates for the proxy 
companies range from 9.35% to 12.94%. 

Dr. Phillips also calculated estimates of the cost of common equity using a risk 
premium method. The method is used by the Virginia Corporation Commission and is 
based on a study of the utility common stock risk premium over the yiekf on long-term 
Treasury bonds. That study found that the average common equity risk premium was 
321 basis points, with a yield of 9.77% on 30-year Treasury bonds.,, ,$e study further 
showed that a one percentage point (100 basis points) change in the Treasury bond 
yield changes the risk premium by approximately 37 basis points. Since 30-year 
Treasuty bonds are projected to yield an average of 6.8% in the perfod in the period 
1999-2001, he concfuded that the current risk premium is 431 basii points. He 
indicated that the risk premium approach (as adjusted to reftect flotation costs) resulted 
in a common equity cost estimate of 11.41%. 

Dr. Phillips also employed a CAPM analysis, which assumes that the cost of 
wmmon equity is equivalent to the return on a riskless security plus a risk premium 
related to the risk inherent in a particular utility’s stock. In this approach, he utilized the 
yield on 30-year Treasury bonds as the risk-free return, a risk premium for wmmon 
stock returns over the yield on long-term government bonds calculated by lbottson 
Associates and betas for the proxy companies set forth in Value Line. He calculated a 
CAPM wmmon equity cost estimate (adjusted for flotation cost) of 11.53%. 

Based on the results of the DCF, risk premium and CAPM methodologies, 
Dr. Phillips recommended a wmmon equity cost rate of 11.25%. He explained that the 
recommended equity cost rate is based on consideration of the risks faced by the water 
industry in general and CIWC in particular. The entire water industry is faced with 
large expenditure requirements driven by (a) more stringent state and federal 
environmental regulations; (b) the need to rebuild aging infrastructure; and 
(c) diminished water supply. Moreover, the industry’s revenues are increasingly subject 
to fluctuations due to reductions in consumption because of (a) Wnse~etlon. 
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(b) bypass (j& customers installing their own facilities); (C) industrfal relocation; and 
(d) eminent domain. He noted that Standard & Poor’s (‘S&P’) has tightened the criteria 
that water companies must meet to achieve specified bond ratings. This action 
indicates that the risk associated with an investment in water utilities is increasing. He 
also took into account CtWC’s speciftc risks as discussed in the dii testimony of the 
Company’s Executive Vice President, Mr. Cummings. He indicated that, in addition to 
Safe Drinking Water Act regulations, the Vermilion Coutty Dtvisk& w&\er sup& is 
especialty subject to contamination from nitrates, due to the fact that water to Lake 
Vermilion passes through a large agricultural area. He also noted that the Vermilion 
County Diiision end University Park-Water Division have experienced reductions in 
consumption largely due to plant closis (aa-, the Cenerat Motora Foundry in 
Vermilion County Mvision in 1996; NutraSweet in Untversky Perk in 1996). In the 
Kankakee Diision, a decline in water sales reautted from a 1998 incmase in rates for 
sewer service and the impositii of restrictions on industrial sewage usage (by the 
Kankaee Metropolii wastewater Utility). 

As Dr. Phillips noted, these risks have resulted in a substantial decline in the 
C-s financial integrity. In the period 1994-1996, the Company’s return on 
common equity declined from 11.50% to 5.60%; and its pre-tax interest coverage 
declii from 2.20x to 1.66x. To attract the capital necessary to finance its 
construction program, he determined that the Cornpan@ financial integrity must be 
restored &g., pm-tax interest coverage within a range of 226x to 3.7*). ~~ 

2. Recommendation of Staff Witness Pngown i s;i -;-;.. .,_ ~, i, ,i* x,**, ,r ,v ~.W, ” . . . . 

In developln~ his recommendation, Mr. Pregozen performed a treditional DCF 
analysts and CAPM enalysis for a diversified sample of eight tef&rge ete&c&as and 
water companies. He utilized historical data from 1991-1995 far three ratios and 
historical data from 1993-1995 for the other thirteen ratios he identified. He performed 
a tradiional DCF anelysis for the sample companies. He selected a spot market price 
for October 6, 1997, for use in his DCF analysis. As dividend growth rates, he utilized 
projections supplied by IBES and Zacks in September 1997. Due to uncertainty with 
regard to investor-expected growth, he calculated high and low DCF common equity 
cost estimates for the companies in his sample. He also calculated average low and 
high traditional DCF estimates for the sample companies of 9.64% and 9.69% 
respectively. 

Mr. Pregozen calculated CAPM estimates using two estimates of the risk-free 
rate of return. As one measure of the risk-free rate, he utilized the average interest 
rate implied by the prices of short-term Treasury bill futures. contracts. He also derived 
the average interest rate implied by the prices of long-term U.S. Treasury bonds., 
referencing his estimates from closing prices on October6, 1~997. To determine the 
market risk premium, he first calculated a traditional DCF cost estimate based on June 
and July, 1997 data for the firms which comprise S&P Composite Index. From this 
estimate, he deducted the two risk-free rates which he calculated. As measures Of 
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0 security-specific risk, he utilized a “beta estimate” which he calculated for the sample 
wmpanles. He calculated Treasury bill and Treasury bond CAPM estimates of 10.46% 
and 11.11%. respectively. However, he did not use the long-term CAPM estimate 
based on Treasury bond yields because Treasury bond yields include a premium for 
interest rate risk that causes them to overstate the long-term risk-free rate. (Staff Ex. 6 
at. 26-27) 

Mr. Pregozen rewmmended a common equity cost range of 9.61% to 10.51% 
(as adjusied for issuance expense). To develop the low end of the range, he 
determined the average of his two DCF estimates and rounded the result to the nearest 
one-tenth of a percent. As the upper end of the range, he utilized the CAPM estimate 
developed from Treesury bills. 

3. Recommendation of Danville Wttnass Ralph Smith 

Mr. Smith, asserted that a “Florida leverage graph produced a return on equity 
of 10.03%, which provides independent confirmation of the reasonabteness of St&Es 
recommendation.’ He, however, did not present any analysis to support his statement 
or describe the “Florida leverage graph.’ 

C. Selectiqn Of Sample Companies 

a Position ofthe Company 

The Company maintains tha& in rate praceedi, the :f#oal is to determine a 
current cost of common equity capital as of the time that the analysis is prepared. 
CIWC asserts that, when data for proxy companies are used in the analysis, it is 
essential that the companies be comparable to the subjecf company at the time of the 
analysis. CIWC notes Mr. Pregozen’s testimony that, . . . . the validity of using proxy 
companies in an analysis of another company’s rate of return rests on the comparability 
of the former to the latter.’ Jn selecting a comparable sample, Dr. Phillips included data 
only for companies in the water industry which met two criteria: (a) a stock rating of 6+ 
or better; and (b) at least 85% of annual revenues derived from water sales. In this 
way, he asserted that there is a basis for comparison of wmmon equity cost estimates 
determined for his sample companies and the cost of common equity to CIWC. He also 
took into account CIWC’s specific risk characteristics to determine how its cost of 
wmmon equity compares to that for the sample he selected. 

The Company asserts that Mr. Pregozen. on the other hand, did not consider 
data for companies comparable to it. CIWC maintains that his consideration of 
outdated 1991-1995 data does not support a conclusion that those companies were 
comparable to CIWC at the time of his analysis. The Company further maintains that 
the record provides ample reason to conclude that his sample of large, diversified 
companies, several of which have significant non-utility operations, is not comparable 
to CIWC. 
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& the Company indicates, Mr. Pregozen selected his companies by use of data ’ 
for three ratios for the period from 1991-1995, and thirteen other ratios for the oeriw 0’ 
from 1993-1995. He used simple average data for this historical period, and gave no - 
more weight to 1995 data than he did to data for periods even more remote. 

Mr. Pregozen indited that he reviewed Value Line Reports (and, in the case of 
two of his companies, IO-K Reports) to determine whether, s&quent to 3995, his 
proxy companies experienced changes in their operating characteristics which woutd 
affect the sixteen ratios. According to the Company, however, a problem with thii 
approach is that he considered no such information wtth regard to CIWC to determine 
whether its characteristics had changed. Thus, the Company argues that. even if one 
assumes that the sample companies were comparable to CIWC in 1995 and prior years 
(a point which CIWC indicates that it would dispute), there is no valid reason to assume 
that they remained comparable at the time of his 1997 analysis. 

Two of Mr. Pregozen’s ratios, for example, flleawm ti. pfibbiii of a 
company. Basedondataforl995andprioryean,hewndudedfromhisratiodata 
that, ‘CIWC exhibits unusually high profit margins, indicating lower operating risk’ He 
acknowledged, however, that he could not recall the testimony of Mr. Cummings 
showing that, between 1995 and the 1996 test year CM/C’s profit margin declined 
significently. Although he testifti expressly that a company’s profit margin affects 
“‘opereting ri*U, the Company notes alleges that, in select&f his sample, he failed to 
take the significant post-1995 decline in CM&s pro6tebitii into acwunt. 

The Company maintains that%%& 
that, at the time of his late-1997 analysis. he a&wwMged that non-utilii operations 
were affecting the financial performance and stock price of certain of his proxy 
companies. Yet, he did nothing to determine when these operations were iniiiated or 
how or whether these operetions affected his IQQI-1995 ratios. As a result, CIWC 
asserts there is no basis for determining whether factors which he admits were 
affecting the stock price of the sample companies at the time of his analysis (and, 
therefore, his DCF and CAPM results) also affected the IQQI-1995 financial ratios used 
in selecting his sample. 

For the reasons discussed, the Company maintains that Mr. Pregozen’s review 
of 1991-1995 mathematical ratios does not support a conclusion that the sample 
companies selected were comparable to CIWC at the time of his 1997 analysis. 
Moreover, the Company alleges that the dissimilarity between CIWC and the sample is 
apparent. CIWC is an operating water utility which has operations only in Illinois. no 
significant non-utility operations and total annual revenue of approximately 
$20,600,000. His sample, on the other hand, consists of eight electric and Water 
utilities, most of which are diversified across state lines and/or into non-utility 
businesses. 

c 
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As examples, the Company notes that Mr. Pregozen included four companies in 
his sample which own the wmmon stock of water utilities. Only one of these 
companies, however, itself provides water service. As measured by 1996 revenue, 
these companies range in size from 1.9 times to 43 times larger than CIWC. 

The Company maintains that Mr. Pregozen’s recommendation should be 
disregarded, not only because his sample companies are not comparable to CtWC, but 
also because Illinois law expressly prohibits use of a rate of return which is affected by 
non-utility operations. As discussed above, his recommended wmmon equity cost 
ratio of 10.06% was the midpoint of a range developed by use of his traditional DCF 
estimates and his CAPM estimates based on Treasury bills. The two DCF estimates 
(as adjusted to reflect issuance expense) were averaged to determine the tow end of 
the range. The CAPM estimate based on Treasury bills (as adjusted for issuance cost) 
was the high end. 

The Company notes that, because CIWc’s common stock is not publicly traded, 
Mr. Pregozen’s DCF and CAPM results were developed from data for “proxy” 
companies. Data for the proxy group are used n his analysis in place of data for 
CIWC. Accordingly, the Company opines that the non-utility operations of the group 
are treated in his analysis as if they ~were operations of CIWC. Furthermore, Mr. 
Pregozen acknowledged the non-utility operations of his sample companies affected 
his DCF and CAPM results. He further agreed non-utility operations~also affected the 
CAPM result 

The Company observes that Section Q-230 of the Utiis Public Utitities Act 
(220 ILCS 5/Q-230) states as follows: 

5 Q-230. In determining a reasonable rate of return upon investment for 
any public utility in any proceeding to establish rates or charges, the 
Commission shell not include any incremental risk or increases in capital which 
is the direct or indirect result of the public utility’s affiliation with unregulated or 
nonutility wmpanies. 

Thus, CtWC contends that Illinois law expressly prohibits use of a rate of return 
which reflects “any incremental risk” from non-utility activities. According to the 
Company, Mr. Pregozen’s recommendation which, by his own admission, reflects the 
risks associated with the non-utility operations of his sample group, must be 
disregarded. 

The Company further argues that, if the Commission rejects its position and 
chooses to consider Mr. Pregozen’s results, the Commission at the very least should 
recognize that CIWc’s allowed return should be adjusted upward in light of its Small 
size relative to his sample. Based on 1996 revenue or total capitalization, the 
Company alleges that Mr. Pregozen’s sample companies are substantially larger than 
CIWC. His 10.06% recommendation, however, is the mid-point result for his sample 
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and makes no allowance for CIWC’s higher risk as compared to the sample. The 
Company insists that a company’s size affects its risks. Smaller companies, the 
Company asserts Smaller companies, the Company asserts may not be diversified, 
may be dependent on one particular CuStOmer or group of WStomerS for revenue and 
may not have access to the public debt market. CIWC alleges that, for these and other 
reasons, many commissions recognize the higher perceived risk of smaller utilities In 
Re ~p~g,,@,$a pub& UiJ &km (&&m&p- -m 

Roarino Creek Division, Docket R-O&869, et. at., Order at 51-62 (Pa. P.U.C. Oct. 2, 
1997) for example, the Company notes that the PaPUC added 40 basis points to the 
allowed wmmon equity cost rate for another small Cwsumam subsidiary. The 
resutting level of common equity return ~was 10.98%. CtWC q;,that, jf Staffs 
recommendation is considered, a similar upward adjustment of 46 basis points should 
be applied to his mkfpoint recommendation. Wti such in w his mid-point 
result would be adjusted to 10.46%. 

b. Position ofSt8ff &, 

Staff maintains that the ratios Mr. Pregozen used to form the comparable sample 
distill all the potential influences and risks reflected in factors such as number of 
WStOmerS, customer mix, size of service territory, service area density, regulatory 
climate and wnstruction requirements, factors the Company admitted were related to a 
utilitys risk. The Company avers that Mr. Pregozen’s 
CIWC. Staff states that , if one were to accept for 
Phillips’ water utility sample is wmpar&le, in risktp”, p~,s comparable samp,e is &&s&&b j&fig 

teStitied. investments with the same rate of return requirements have the same risk 
(Staff Ex 6 at 14 and 21-22). Staff notes that using the YraditionaP DCF. Dr. Phillips 
estimated the cost of common equity for his water utility sample equaled 9.05%-9.36%. 
excluding flotation costs (CIWC Ex 6.2 at 9). Using a similar DCF model, Mr. 
Pregozen estimated the wst of common equity for the wmpareble sampte equaled 
9.54%~9.69%, excluding ftotation costs (Staff Ex 8, Sch. 11). Using the CAPM and 
U.S. Treasury bond yields to measure the risk-free rate, Dr. Phillips estimated the cost 
of wmmon equity for his water utilii sample equaled 11.23%, excluding flotation costs 
(CIWC Ex 6.2 at 9). Wti that same model and risk-free rate proxy, Mr. Pregozen 
estimated the cost of wmmon equity for the comparable sample equaled 11 .l 1%. 
excluding flotation costs (Staff Ex 6, Sch. 13). Therefore, Staff concludes if Dr. 
Phillips’ water utility sample is a reasonable proxy for CIWC, then it follows that Mr. 
Pregozen’s comparable sample is reasonable for that purpose as well. Conversely. if 
Mr. Pregozen’s comparable sample is not a reasonable proxy for CIWC, then it follows 
that Dr. Phillips’ water utility sample is unreasonable for that purpose as well. 

Next, Staff stated that with regard to the Von-util~ rtsk factor, the industry 
within which a company operates is not a risk characteristic, it is only an indicator of 
one of the risk characteristics. Cost of capital models do not include a factor for source 
of risk; rather, they reflect a quantity of risk. This can ba clearly seen in the CAPM 
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which has only one risk factor, “beta” (ICC Staff Ex 6 at 21-22). The CAPM does not 
include any additional risk factors to account for ‘industry,” or any other source of risk. 
Thus companies from different industries wuld have the same beta. in addition, 
companies with the same beta would have the same required rate of return (See 
CAPM model presented on Staff Ex 6 at 21). Significantly, the four-company beta that 
Dr. Phillips used for his water utility sample, 0.59, is very similar to the 0.58 beta for Mr. 
Pregozen’s comparable sample (Staff Ex 8, Sch. 13). As noted above, when similar 
estimates of the risk-free rate are used, the two samples produce very similar estimates 
of the investor-required rate of return on common equity.(Staff Ex. 6 at 21-22). 

Also, Staff contends that size is not a risk factor. Mr. Pregozen’s DCF analysis 
shows that even the smallest company in his sample, Middlesex Water Company, has 
a cost of common equity approximately equal to the comparable sample. 

Next, Staff maintains that CIWC is incorrect in asserting that Mr. Pregozen did 
not consider sources of information beyond 1991 -1995 financial data He tastified that 
the workpapers he provided in response to a data request did not indude other 
material discussing the business operations of CIWC other than certain 1991-1995 
data because Staff does not, and is under no obligation to, provide work papers to the 
Company that Staff received from the Company. Staff contends that with regard to 
1996 data, he stated that his analysis was up-to-date, having been prepared in October 
1997 when full year 1997 data were not available. ,. I ~.-r‘,. ,,~ ,.. 

With respect to Mr. Cummings testimony regarding the Company’s decline ins 
profit margin, Staff contends that his testimony does not e&r&s ‘CtWC’&per&ng 
profit margin at all. Further, in Staffs opinion, it would be impmper to compare 1996 
data to 1995 data. 

Staff does not believe that Mr. Pregozen was bound to indude sample 
companies in the same industry as CIWC, noting that Dr. PhiiJiis risk premium 
analysis was based on a sample of electric utilities. Also, Staff notes that his ‘modified 
DCF analysis does not even reflect the risk of his water utility sample let alone that of 
CIWC. (Staff Ex 6 at 33-34). Moreover, Dr. Phillips used s&P stock ratings, although 
CIWC, two companies in his sample and CIWC’s parent, Consumers, do not have 
stock ratings. 

Staff does not agree that Mr. Pregozen’s cost of common equity analysis violates 
Section Q-230 of the Act. Staff points out that Section Q-230 applies only to,“increases” 
not decreases as CIWC claimed, in the Company’s cost of capital. Moreo,yer. Section 
Q-230 clearly requires that unregulated or non-utility operations be affiliated to the 
utility in question. Mr. Pregozen constructed his sample using CIWC data only (Staff 
Ex 6 at 15). Therefore, Mr. Pregozen’s sample was constructed without reference to 
the unregulated or non-utility operations of CIWC’s parent affiliate, CWC. or any 
subsidiary company affiliates. Once the quantity of risk of CIWC is determined, which 
excludes the quantity of risk of its affiliates, the comparable sample methodology 
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compares that risk to the quantity of risk of other utilities. Next, Mr. Pregozen’s 
comparable sample methodology selects those utilities with the most similar quantity of 
risk. Since the investor-required rate of return is a function of the quantity of risk rather 
than the source of risk, the types of businesses in whioh the utilities in the data base 
are engaged is irrelevant as long as their quantity of risk mat&a the quantky of risk of 
CiWC’s operations, which include utility operations only (Staff Ex 6 at 14-15). lf the 
quantity of risk is the same, the investor-required rate of fet6m iS the Sam& tf the 
investor-required fate of return is the Same, then no increaSed coSt of capital will be 
included in the rate of return. 

StaffalsorejectsCIWC’snotionthat40basispointashoutdbeaddedtothe 
results of Mr. Pregozen’s analysis to recognize that the Company is much smaller than 
the companies in his sample. Staff contertd~ that them is no evidenw in the record 
supporting a claim that the cost of common equity varies inversely with a utility% size. 
Staff points out that Dr. Phillips added only 10 b+la points h reoognMi of a size 
dill. 

c. Commtssion Conclusion 

whenthecostof common equity for a utility is estimated by use of data for a 
sample company group, it is essential that there be a reasonable basis to conclude that 
the companies in the sample are comparable to the utility. Akhough Nlr. Pregozen’s 
sample included utilities with unregulated operations, we note that these companies are 
not afftlii with CIWC. Furthennore,~~~ 
those companies in relation to CIWC al0 
andcompanieswiththesameriskhavethesamerequiredratedretun,reg[ac#essoi 
the source of that risk Therefore, the presence of companies with unregulated 
operations in a sample used to measure CIWc’s cost of common equity does not 
violate Section 9-230 of the Act. Based on the record developed in this proceeding, the 
Commissii concludes that both Dr. Phillips’ water sample and Mr. Pregozen’s 
comparable sample are reasonable proxies for ClWC’s risk Seth samples produce 
nearly identical estimates of the cost of common equity when identiil methodologies 
are used. However, as will be explained below, Dr. Phillips implemented his CAPM 
improperly; therefore, we will base the rate of return on common equity for CIWC on 
Mr. Pregozen’s utility sample. 

The Commission also rejects the 10 basis points Dr. Phillips added to his overall 
return on equity calculation to account for the allegedly greater risk of CIWC compared 
to his sample companies. Dr. Phillips failed to demonstrate that there is a direct 
relationship between the size of a utility and its risk. Accordingly, we cannot accept Dr. 
Phillips’ risk adjustment. 
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D. Reliance on Traditional DCF Results 

1. Position of the Company 

The Company contended that, when the market price of a company’s stock is 
above book value, application of a traditional DCF common equity result to the (lower) 
book value of common stock supporting rate base (as is done in a rate case) would 
result in a dollar level of common equity return which is below the market-determined 
level. CIWC maintains that this problem has been exacerbated in recent years as the 
market prices of utility stocks have increase further above book value. If the DCF result 
in the E’Town Corporation, ‘one of Mr. Pregozen’s sample companies, were adopted for 
use in a rate &e without adjustment, the resulting revenue would not cover that 
utility’s market cost of common equity capital. 

Dr. Phillips asserted the ‘modified’ DCF approach is necessary because the 
underlying assumptions of the DCF model (i.e., constant growth in divtdends, earnings, 
and book value per share; constant growth rate in dividends in perpetuity; and market 
price equal to book value) do not hold true (CIWC Ex 6.0, p. 15). The Company also 
claims the problem discussed by Dr. Phillips has been recognized by numerous 
regulatory commissions. CIWC points to the Indiana Commission in I&@&g&g6 
Water Corn&y, Docket 39595, Order at 34-36 (Feb. 2,1994), and a 1995 decision in 
Re MissouriAmerican Water Cornoar?& Case Nos. W&95-2g5 and SRe206, Report 
and ‘Order, p. 14 (Nov. 21, 1995). Sea also, Iowa El eLiaht RPU- 
89-9, Order at63-64, (Iowa P.U.B.,, @t~25, 199Q (“?~~,- eyl+ decisions. 
the DCF method may understate the7etuin on &$iityT# anoes? This is 
particularly true when the market is volatile and the company in question has a market- 
to-book ratio in excess of one.“). Re Niaoara Mohawk Power Cam, 146 PUR4th 481, 
491 (N.Y. 1993) (“There are difficulties in making good DCF calwlations whenever a 
utility’s stock sells, for whatever reason, above book value.“). Thus, !he Company 
claims many regulatory commissions are in agreement wtth Dr. Phillips’ criticism of the 
traditional DCF approach. 

As Dr. Phillips indicated, his position is not that results of the traditional DCF 
approach should be disregarded. His position is that results from the’modified DCF 
method discussed above (which recognizes the fact that the traditional DCF result IS 
applied in rate cases to the book value of common equity) should be considered along 
with traditional DCF results. In his modified DCF approach, the book value of a sample 
company’s stock is substituted for the market price. CIWC maintains that the result of 
this calculation (as the Missouri Commission recognized in Missouri-American Water 
Comoany, supra) is a common equity cost estimate which is (i) not unduljr reduced by 
what Staff characterizes as stock.prices inflated by “excess” returns; and (ii) prOPerlY 
applicable to the book value of common equity capital supporting rate base. 

The Company further maintains that, under present market conditccns 
Mr. Pregozen placed undue emphasis on traditional DCF results. In developing n’s 
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common equity cost range of 9.60% to 10.50% (before issuance cost), he considered 
two traditional DCF estimates and Only one other estimate, a CAPM estimate based on 
Treasury bills. He calculated a second CAPM estimate based on Treasury bond yields, 
as discussed above, but chose to discard it. CIWC believes that this emphasis on 
traditional DCF findings is inappropriate under current market conditions. It maintains 
that Dr. Phillips’ analysis, which includes use of the DCF (traditional and modified), nsk 
premium and CAPM methodologies, represents a more thorwgh approach, which is 
not unduly affected by traditional DCF results. 

2. Poeitfon of the Staff 

Mr. Pregozen testified that the constant growth DCF modal does not assume 
market price equals book value per commonshare. Asaconstamgrowthmodet, the 
‘modit& DCF also assumes earnings, dividend and book value growth to be equal. 
(Staff Ex 5 at 34-35). Staff points out that this approach does not address the problem 
~ofinequalityofeamings,dlltdendandbookvaluegrowth. Staffpointsou~thataskmg 
as investors expect the company to earn its cost of common quity OVer Its lifetime, it 
makes no difference if investors expect dividends to expand at the same rate for any 
segment of time. Constant growth and variable gro@h DCF models would produce the 
exact same estimates of the investor-required rate of return on common equity. Mr. 
Pregozen provided three water utilities to demonstrate that Dr. Phillips’ argument that 
the product of a utility’s rate base and its allowed rate of return are the onl sources of 
market value to a ftrml (Staff Ex. 6 at 36-39): ‘Staff further oor&&‘(&&e modified 
DCF would produce adjustments to returns that ,,+vo+J to rate base 
and make the establtshmant of original cost&e base q&-&$ that 

since bwk value of oommon equity does not vary wkh the investor required rate of 
return on axnmon equity, the cost of equity estimate derived from Dr. Phillips’ modified 
DCF model would remain constant despite changes in the investor required rate of 
return on common equity. (Staff Ex. 6 at 33-34). 

Staff discussed the fact that Mr. Pregozen’s comparable sample currently 
exceeds book value. It asserts that CIWC is not entitled to a return on common equity 
in excess of the investor-required rate of return. Utility customers should not pay 
higher rates simply because utility stock prices are in excess of book values. 

Staff maintains that there exists no theoretical foundation for the modified DCF 
model. It points out that the Commission rejected this model in Illinois-American. 
Docket 95-0076, Order at 69. 

Staff maintains that Dr. Phillips’ use of both the ‘traditional’ and ‘modified” DCF 
models. is internally inconsistent. Staff maintains that if, as Dr. Phillips claims, the 
“traditional’ DCF understates the’.cost of common equity when a utility’s stock pnce 
exceeds its book value, then it should be discarded (CIWC Ex 6.0 at 1516). If the 
“traditional” DCF does not understate the cost of common equity under those 
circumstances, then the ‘modified” DCF loses its only alleged basis. Moreover. Staff 
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observes that Dr. Phillips found nothing wrong with applying estimates of the cost of 
common equity to the common equity portion of rate base that the CAPM or risk 
premium model produces. However, Staff maintains that Dr. Phillips’ theory of the 
effect of applying a “traditional” DCF estimate of the cost of common equity to the 
equity portion of rate base when utility stock prices exceed book values applies equally 
to any market-based estimate of the cost of common equity regardless of the model 
used to’oevelop that estimate (Staff Ex 12 at 6). Thus, Staff concludes that Dr. Phillips’ 
position on the analysis is internally inconsistent. 

With regard to ‘ovef weighting the DCF model, Stag submits that there is no 
single valid weighting scheme. Second, the mid-point of Mr. Pregozen’s recommended 
return on wmmon equity, 10.06%. results from giving both his U.S. Treasury bill-based 
CAPM estimate and the average of his DCF estimates 50% weight. This is the same 
weighting Dr. Phillips gave to his ‘traditional’ DCF results (CtWC Ex 6.2 at 9-10 and 
16CIWC Ex 6.OR at 23). 

In summary, Staff contends that the modified DCF model results should not be 
used because (1) the Company has not shown what has caused market values of 
wmmon equity to exceed book values; (2) CIWC does not have an observable market 
value of wmmon equity so it is not known whether its market value exceeds its book 
value; and (3) without any evidence on the first two points, ClWC cannot prove that it 
will fail to earn a fair rate of return on its rate base if its allowed rate of return is not 
based on the modified DCF model. 

3. Commission Conclusion ‘. 

The record fails to demomate that, when the market price of a stock used in 
the traditional DCF analysis is above book value, application of the resulting DCF 
result to the book value of common equity supporting rate base will not produce 
enough revenue to cover the investor-required return on wmmon equity capital as 
determined by the traditional DCF approach. Moreover, we do not agree that, as stock 
prices have risen, the problems associated with reliance on the traditional DCF theory 
in rate cases also have increased. Also, we note that there are only a handful of 
regulatory commissions that approve the modified DCF approach. For the reasons 
given in the Staffs analysis, we will continue to rely upon the traditional DCF approach. 

I. CAPM Methodology 

1. Position of the Company 

The Company points out that Mr. Pregozen calculated CAPM cost estimates for 
his sample companies of 10.46% based on T-bills and 11.11% based on T-bonds. In 
developing his recommended wmmon equity cost rate range, however, he utilized as 
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the “high” end of the range (before adjustment for issuance cost) only the lower of his 
two estimates (rounded to the nearest one-tenth). He discarded the CAPM estimate of 
ll.ll%basedonT-bonds. 

Dr. Phillips opined that in a CAPM analysis, there must ba consistency between 
the maturity of the assets, & between tha maturity of tha risky asset (the stock) and 
the maturity of the riskless asset (the T-bill or T-bond). Fwthamwa, tong-term T- 
bonds are closer in maturity to common stocks than are ninety-one day to one-year T- 
bills. lf a short-term risk-free rate is used in the analysis, Dr., Phillips alleged that the 
resulting CAPM estimate will be inappropriate for a long-temr sacurtty, such as a 
common stock He claimed that consistency requires the use of a ~MQ&III risk-free 
rate in estimating a cost rate for a long-term security, such as common stock 

Dr. Phillips noted that, in recent years, short-term interest rates, such as those 
on T-bills, have been influenced by an entirely different set of factors (g&, Federal 
Reserve monetary policy, international money flows) than tong-&m in&rest rates (g& 
long-term inflation expedations, the demand for long-term investment capital). Thus, 
stocks and T-bonds are influenced by similar factors, which he claimed the CAPM 
methodology requires. For these reasons, he concluded that there is more 
substitutability between long-term T-bonds and stocks than between short-term bills 
and stocks, espacially when one is considering utility stocks. 

.,, ~“,. ~2; _,,., 
The Company notes Mr. Pregozen’s acknowtedgment that, Ts]ince ‘common 

equity theoretically has an infinite lie. ,i#iati~.and,reat ri rate expectations 
embodied within its market-required rate of return will aqua1 the inftatii and real risk- 
free rates anticipated to prevail ovaf the long run . . . . The&ore, U. S. Treasury bonds 
ara more likely to incorporate within their yields the inflation and real risk-free rate 
expectations that drive, in part, the prices of common stocks than either U. S. Treasury 
notes or Treasury bills.” Dr. Phillips daimed that these factors support the view that the 
yield on long-&m T-bonds is a more accurate indii of the kmg-term risk-frae rate 
for purposes of the CAPM analysis (as compared to the yield on T-bills). 

2. Position of the Staff 

Based upon his examination of whether T-bond yields more accurately reflect 
long-term inflation and real risk-free expectations than T-bill yields currently, Mr. 
Pregozen concluded that T-bill yields are more accurate. He maintains that, “the 
presence of interest rate risk causes U.S. Treasury bond yields to overstate the long- 
term risk-free rate.” He also concludes that the long-term risk-free rate “appears to be 
closer to the U.S. Treasury bill yield than to the U.S. Treasury bond” yield for two 
reasons: (1) forecasts of inflation published by WEFA and Blue Chip when added to 
the forecast by these entities of the real risk-free rate and real GDP growth, 
respectively, imply a risk-free rate of 4.9% to 5%; and (2) when a calculation of the 
historical “premium for interest rate risk” of 1.4% is deducted from the implied yield on 
T-bonds of 6.62%, the resulting yield, 5.22%, is close to the implied yield for T-bills. 
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5.14%. Staff alS0 asserts that the inflation component of the risk-free fate should 
include an allowance for expected inflation, but no allowance for “unexpected inflation.” 
It asserts that, if an allowance for the risk of unexpected long-ten inflation were 
reflected in the risk-free rate, that rate would not be risk free. 

3. Company Response 

In response, Dr. Phillips opined that, on default-free Treasury securities, the 
major reason for the difference between T-bill yields and T-bond. yields is investors’ 
expectations of inflation. Assuming no change in the rate of interest, Dr. Phillips 
alleged that long-term T-bond yields are presently somewhat higher than the short-term 
T-bill yields because investors expect somewhat higher inflation rates in the future. He 
maintains that it is the inflation expectation of investors that drives whatever interest 
rate premium exists in long-term T-bond yields. Consequently, he indicates that 
Mr. Pregozen’s position that the so-called risk-free rate should reflect a component fw 
inflation (and the real rate of interest), but not interest rate risk, is wholly illogical. ln 
this context, inflation and interest rate risk, in large part, are One and the same. 

Dr. Phillips opined that the risk discussed in Staffs rebuttal testimony for 
“unexpected’ inflation is not security-specific, i&, it applies to all securities in the 
market which are outstanding for a given term. In the CAPM formula, as set forth by ” 
Mr. Pregozen (Required Return = R+ Bx (R,,, -R,)). the dii b&een the 
expected return on the market portfolio (R,) and the risk-free rate I is multiplied by 
theBetaforthespedfic~rityfornrhidra~~istobs~estimated(~~ Theresuuis 
then added to the risk-free rate. He notes that the risk-free rate, in turn, includes both 
the real interest rate and a premium for investors’ inflation -ions, but (according 
to Mr. Pregozen) does not include an inflation risk premium. He points out that. if an 
inflation risk premium is reflected at all in Mr. Pregozen’s approach, it would be 
included in the component of the formula which is multiplied by tha Beta for the specific 
securky (8). As a result, the market “premium” for inflation included in the CAPM 
estimate would vary among securities in accordance with the security-specific Beta. 
Dr. Phillips claims that this is illogical. 

Dr. Phillips opined that two securities which will be outstanding over the same 
time period should retlect the same “inflation risk’ premium. He claims this is true 
because the “risk” that inflation will differ from the amount expected for a given period 
is the same for all securities outstanding during that period. Accordingly, he maintains 
that it is illogical and inappropriate for Staff to rely upon a formula which produces 
differing measures of the investor-expected inflation risk premium for the s&me period. 
He claims that, under Mr. Pregozen’s approach, the inflation risk premium for a given 
time period would be understated for any security with a Beta below 1 CO, such as each 
of his proxy common stocks. For the formula to work as intended, he indicates that 
risks which are not security-specific cannot be included in the component of the formula 
to which the security’s Beta is applied. Such risks must be reflected in the so-called 
risk-free rate (Rr). According to him, the risk-free rate is not free of all risk; it is Only 
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free of risks which ara security specific. Thus, ha c~ncludas that the “inflation” 
component of the risk-free rate should reflect both expected and unexpected long-term 
inflation. 

With regard to Staff’s assertion that the risk-free rate must be risk free, 
Dr. Phillips points out that the issue is not one of terminology. lie notes that the CAPM 
formula used by Staff has two components, one which is muRpfied by Beta and one 
which is not. The Company maintains that, if his positii that a sawity’s Beta should 
not be applied to reduce the allowance for the risk of unaxpeded market-wide inflation 
is somehow wrong or “illogical,” Staff should be able to explain why. 

4. Staff Response 

Staff acknowledged that T-bond yields are more likely than T-bill yields to retlect 
theinflationand~lrisk-freerate~~ionsthataffedthepricesofcommonstodcs; 
however,Staffnotes~Nk.Pregoren’sstetementwasaprobabilisticasse?ismentof 
the issue, not a deterministic one (Staff Ez 6 at 25). Staff notea that unlike Dr. 
Phillips, Mr. Pregozen tested whether T-bond yields more accurately reflect long-term 
inflation and real risk-free expectations than T-bill yields currently. Mr. Pregozen found 
that the former did not (Staff Ex. 6 at 26-27). Staff points out that Dr. Phillips 
acknowledged that T-bond and bill yields do ,not only differ because of dis in 
eqected inflation. but that they also differ because of inffation rate r&k ~(Tr. 52)~ 

staffnoteathatthecompall~sdaimm~~tha~~ t-,.., i >,;I~ .@ab&w#-free 
rate and stocks ba influenced by similar factors implies that the risk-f& -‘should 
be risky since commonstllcksarerlsky. staffwntendethetle~wron&whicil 
implies that there ara limits on tha scope of ‘require@ similarity. Staff states the 
CAPM does require that the risk-free rate reflect the inflation and real risk-free rate 
expectations embedded in common stock prices but nothing else. Staff claims that it 
certainly does not require that the risk-free security be &sky (Staff Ex 12 at 11) or that 
the security that sarves as the risk-free rate proxy have the same term to maturity of the 
security being analyzed. Although Mr. Pregozen stated that ‘U.S. Treasury bond yields 
are more likely to incorporate the inflation and real risk-free rate expectations that 
drive, in part, the prices of common stocks than either U.S. Treasury notes or Treasury 
bills,’ that statement clearly indicates there are times the yields of Treasury securities 
that have shorter terms to maturity also possess such qualities (Staff Ex 6 at 26). 

Regarding forecasts, Staff notes that Dr. Phillips also used forecasts of T-bond 
yields in his CAPM and risk premium analysis. Furthermore, Dr. Phillips offered no 
evidence that those forecasts were shared by investors. Therefore, Staff maintains the 
Company’s criticism of Mr. Pregozen’s use of forecasts to test T-bill and T-bond yields 
is hypocritical. Staff argues that whether WEFA and Blue Chip forecasts of inflation 
reflect investors’ expectations is unimportant compared to whether their implied 
estimates of the nominal risk-free rate are accurate because the CAPM WClUireS a 
nominal risk-free rate as an input, not an inflation rate (Staff Ex 6 at 21-22). In this 
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area, Mr. Pregozen presented supporting evidence. The nominal risk-free rate, 
calculated by removing the 1.4% historical realized premium for interest rate risk from 
the 6.62% U.S. Treasury bond yield equals approximately 5.2% which is very close to 
the implied WEFA and Blue Chip estimates of 4.9%~5.0% (Staff Ex 6 at 27 and fn. 26). 

Staff maintains that. Dr. Phillips’ testimony contradicts the Company‘s argument 
that the risk for unexpected inflation (“inflation risk’) is present in all securities with the 
same term in the same amount rather than security-specific, and thus, that a risk 
premium for unexpected inflation should be included in the risk-free rate (CIWC In. Br. 
31-32). First, Dr. Phillips agreed that CIWC’s common stockholders till reap the gains 
from any rate increase in this proceeding rather than its bondholders (Tr. 66). Staff 
maintains that this implies that utility stock holders are less affected by unexpected 
inflation than utility bond holders since the former has mcoume to regulatory- 
sanctioned rate increases. Second, Dr. Phiilips admitted that if common stocks and T- 
bonds had the same exposure to inflation risk, their returns would move in a one-to- 
one, lock step manner (Tr. 5651). However, Dr. Phillips’ risk premium analysis 
demonstrates that expected returns on utility common stocks and T-bond yields do not 
move in such a manner. Specifically, expected returns on utility common stocks do not 
change as much as U.S. Treasury bond yields, confirming that they are less exposed to 
inflation risk (ClWC Ex. 6.0 at 23-24). Third, Dr. Phillips could not cite any publication 
that states the risk-free rate includes a risk premium for unexpected inflation (Tr. 56). 
In contrast, a textbook Dr. Phillips cited in his testimony expliitly &@a that the risk- 
free rate includes a premium for expected inflation. However, that text does not include 
a risk premium for unaxpacted inflation in the risk-free rate (Tr.&&&& F#&@h, Dr. 
Phillips agreed that the inflation risk is a systematic risk and that’bkta measures 
systematic risk (Tr. 53-54). In the CAP&l, beta is multiplied with the market risk 
premium (Staff Ex 6 at 21-22). Thus, given that inflation risk is a systematic risk, it 
follows that the inflation risk premium must be included in the CAPM’s market risk 
premium rather than its risk-free rate parameter. 

5. Commission Conclusion 

For the reasons given by the Staff, the Commission concludes that 
Mr. PregOZen’S decision to discard the CAPM result based on T-bonds of 11.11% is 
appropriate and supported by substantial evidence. The Commission agrees with 
Staffs position that T-bonds incorporate within their yields a premium for interest rate 
risk that causes those yields to overstate the long-term risk-free rate. We find Or 
Phillips’ testimony on this issue to be self-contradictory and not supported with 
substantial fact Although short and long-term expectations of the real risk-free rate 
and inflation might differ, we find that Mr. Pregozen’s test of the current difference In 
those expectations is reasonable and we agree. with his conclusion that they are 
currently similar. Therefore we accept Staffs position that T-bill yields currently are the 
better estimate of the risk-free rate used in the CAPM. 
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F. Flotation Cost 

As discussed above, Or. Phillips adjusted the reStAs of the methodologies he 
employed to reflect costs incurred by the proxy companies in connection with the 
issuance of common equity capital. As be explained, each of the proxy companies has 
inwrrad issuance expenses In the last thirteen years, six d the eight proxy water 
utilities had eleven issuances of new common stodc, with issuance and selling 
expenses ranging from 3.47% to 7.56%, with an average of 5.61%. Thus, CIWC 
contends that the 5% adjustment proposed is well within the range of costs actually 
incurred. 

Mr. Pregozen argues that the adj&ment pmpoaed by Dr. Phillips should be 
rejected because CIWc’s common equity flotation costs are observable, therefore, 
thereisnoneadtoestimatetbembyproxy. Moreover, CM. Phillips failed to 
demonstratethatthe59CRotationcosttranslates~athirty-basirpoint~to 
the cost of common equity. Staff maintains that CIWC actual flotatii costs amount to 
a one basis point adjustment. (Staff Ex. 6 at 32). 

For the reasons given by Staff, Dr. Phillips’ proposed allowance for flotation cost 
shoukl be rejected. Moreover, any actual borrowing by CIWC would be from its parent. 

,;..I Dr. Phillips indicated that, if the Commission were to reject the flotation cost adjustment 
he proposed, his reatrntnended common equfty coat rat8 would be reduced by 29 basis 
points to 10.96%. : As Dr. Phillii stated, this resu& ~j3e 
cost adjustment recommended by Mr. Pregozen. ‘~~ 

net,@ t@ .Ol% ,nJtapoIl 

0. Dr. Phillips’ Risk Premium Analysis 

Staff criticizes the risk premium analysis performed by Dr. Phillips on the ground 
that the study he relit on found that the equity risk premium Varied “even when 
interest rates did not change.” In other words, the equity risk premium depends on time 
as well as interest rates. Mr. Pregozen testified that since the relationship between 
interest rates and time is not predictable, the model is not useful (Staff Ex 6 at 39). 
Staff also points out that his risk premium study considered data for electric utilities 
rather than Dr. Phillips’ sample water utilities. Moreover, Dr. Phillips failed to 
demonstrate that the eleotric utilities included in his risk premium analysis are 
comparable in risk to CIWC. Staff points out that this is the same argument that the 
Company made against the ‘Florida Leverage Graph Analysis’ Mr. Smith presented. 
Speoifically, the Company noted that in the ‘Florida Leverage Graph Analysis” Mr. 
Smith did not show that the utilities used in that sample were similar in risk to ClWC. 
The Company contends that the study actually found, “a statistically inverse 
relationship between interest rates and utility equity risk premiums.” Dr. Phillips alS0 
noted that Staff’s criticism of the fact that the risk premium study involved electric 
utilities is surprising in light of the fact that Staff focused primarily on such companies in 
applying its traditional DCF and CAPM approaches. Staff replies that a showing that 
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some electric utilities are comparable in risk to CIWC does not mean that all electric 
utilities are comparable in risk to CIWC. 

For the reasons described by Staff, the Commission concludes that Dr. Phillips 
risk premium approach is inappropriate for establishing CIWc’s cost of common 

H. The “Florida Leverage Graph” 

As indicated above, Mr. Smith, did not explain the Florida Leverage Graph or 
otherwise support his reference to that procedure. Accordingly, CIWC maintains that 
his reference should be disregarded. Dr. Phillips, however, also provided additional 
evidence regarding the flaws which led this Commission to reject use of the Florida 
Leverage Graph in Docket 94-0270. 

As Dr. Phillips indicated, the leverage graph methodology is based upon a 
number of assumptions: “business risk is similar for all water and was&v&~ utilities; 
the cost of equity is an exponential function of the equity ratio; the marginal weighted 
average cost of investor capital is constant over the 40 percent to 100 percent equity 
ratio range; and the cost rate at an assumed Moody’s 8aa3 bond rating, plus 25 basis 
points, is representative of the average marginal cost of debt to a Florida water and 
wastewater utility over a 40 percent to 100 percent equity ratio range.” Whether these 
assumptions apply to Florida utilities, Mr. Smith has q~,demon+ted g&they apply 
to CIWC. 

As Dr. Phillips also indicated, the cost of equity%&ng fro% the leverage 
graph process is arrived at by averaging the results of three m&odo@ii: (i)~two 
DCF cost of equity estimates for an index of weter utilities; (ii) a risk premium cost of 
equity estimate for an index of natural gas utilities (less 24 basis points); and (iii) a 
CAPM analysis. The water utility index is comprised of six companies, and there has 
been no showing that these companies are comparable to CIWC. For its DCF 
analysis, the leverage graph process uses an annual DCF model, not the quarterly 
DCF model long used by this Commission. Accordingly, the process fails to recognize 
the fact that dividends are paid quarterly. No rationale is given for using natural gas 
utilities in attempting to estimate a cost of equity for water utilities. Also, no analysis is 
undertaken to show any comparability between the water utility index and the natural 
gas utility index. Mr. Smith did not dispute any of these points. Accordingly, the 
Company maintains that the Commission, as in Docket 94-0270, should reject reliance 
on the leverage graph. 

For the reasons given by the Company, and generally supported by Staff, we 
reject consideration of the Florida leverage graph. As stated in Docket 94-0270 (Order 
at 79) the Florida leverage graph formula “is so deficient jn terms of meaningful 
analysis of company specific risk factors that the Commission r.ejects it, even as a 
method of ballparking individual analyses.’ 
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I. Exceptions 
!a 

Staffs exceptions, in part, sought to c1arify.w explain in greater detail its position 
on the various COSt of capital issues. In particular, Staff argur&ts on Dr. Philkps’ risk 
premium approach ars well-founded. based on sound financial theory, and have 
caused a change in the cost of capital summarized below. 

Many of CIWC’s exceptions to the Proposed Order canter around the rejection of 
Dr. Phillips’ ‘modifiti DCF approach. In general, the Company contends that the 
‘modiie# DCF should be considered along with the results of Dr. Phillips’ other 
methodologies. TheCompartyfrrrthercontendsthatthe~DCFapproa& 
results in an under&atement of ROE when the market value is greater than book 
value. The Company points out that. in setting rates, the Commission cannot assume 
that a portion of the investor-required return on investment will be provided by non- 
utility sources. Ths Company maintains that the fact that &a&xml DCF results 
dedineasaodc~inaeaseissimplythe~atical,bcnciRnedtheDCF 
formula. The Company Contends that the Proposed Order disregarda the dispute on 
this issue, which is over Staff’s position that the Commission can properly assume that 
other sources of revenue, such as non-utility revenues, will make up the resulting 
revenue deficiency. As far as the Company is aware, every regulatory commission 

,,, other than Illinois which has considered the matter has recognized that the problem 
identified by Dr. Phillips exists. 

J. SUmmuY .~ ,~ iv #+ 

For the reasona discussed above, the Commission rejects the analysis of 
Company witness Phitlips, which is based primarily on the ‘rnodifie@ DCF and risk 
premium methods with which we have found deficient. Moreover, he improperly based 
his CAPM on T-bonds, which overstate the risk-free rate. 

For the reasons given by the Staff. the Commission adopts the recommendation 
of Mr. Pregozen. The Commission concludes that Mr. Pregozen’s recommendations 
are consistent, based upon the valid application of sound financial theory, and should 
be adopted for use in this proceeding. Accordingly, our findings are as follows: 

Capital Weighted 
Component Amount Ratio cost cost -_. _._.---.---.-...- . . . . .._..............................................-....-....--......~.-.--.-.. --.---.--.-...- . . 

Short-Term Debt 688,458 0.95% 6.72% 0.06% 
Long-Term Debt 35162,404 48.55 8.85 4.30 
Preferred Stock 398,777 0.55 5.52 0.03 
Common Equity 36,173,871 49.95 10.06 5.02 

Total 72,421,510 100.00% 9.41% 
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